
1A Changing Game: Income Funds Deserve a New Look

Portfolio diversification is more important than ever, and is harder to find as bonds and equities exhibit 
higher correlations. Business development companies have come into view as a potential solution for 
complementary income and diversification.

A Brief History Lesson
The story of Business Development Companies (BDC) begins back in the early 20th century with the creation of the investment company. 
An investment company is a company whose main business is investing money on behalf of their clients who, in return, share in the 
profits and losses. Congress passed a set of laws in 1940 called the Investment Company Act of 1940 (the ’40 Act) to govern these 
companies and protect the interest of investors.

By the late 1970s, large businesses began to grow to sizes that challenged the once great spirit of American entrepreneurialism and 
lawmakers saw the need to help stimulate small and growing private companies. To address these concerns, Congress signed an 
amendment to the ’40 Act; The aptly named “Small Business Investment Incentive Act of 1980.” This amendment created a new type of 
registered investment company, the Business Development Company, or BDC.

Rise to Prominence
Although the regulation which brought the BDC into existence passed in 1980, most early adopters were private and internally managed. 
Internally managed BDCs employ and compensate employees like typical operating companies, relying on cash and stock option plans to 
incentivize management personnel. In 2004 BDCs came roaring to the forefront with the listing of the first publicly traded BDC. Following 
this success, the industry focus shifted to externally managed BDCs and a steady stream of BDC IPOs hit the market seeking to follow 
suit. Generally, externally managed BDCs do not have employees; they are instead operated by third-party investment advisers and 
administrators like mutual funds and traditional closed-end funds.

The 2007 financial crisis and subsequent regulatory changes created an opportunity for BDCs. With banks forced to reduce the liabilities on 
their balance sheets, small and middle market companies were left to search for other sources of financing. 

What is a Business 
Development Company?
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How do BDCs Work?
BDCs provide private companies with access to financing by raising money from the public and investing it in a portfolio of private 
companies. The vast majority of BDCs invest primarily in debt securities, usually in the form of bonds and loans. Interest payments on 
these bonds and loans are collected by the fund and passed through to shareholders in periodic distributions, positioning shareholders as 
lenders to private companies in a capacity previously reserved for institutions and high net worth individuals.

BDCs may help provide investors with a complementary source of income from the traditional suite of corporate, municipal and 
government bonds. Most BDC portfolios are concentrated in senior secured loans and bonds, which have repayment priority in the 
event of a default, ahead of subordinated debt and equity holders. These loans are typically to private companies considered below-
investment-grade, which means that they may be more illiquid and cumbersome to value and experience higher default rates compared to 
investment-grade companies. BDCs seek these investments due to the increased yield associated with illiquid securities, which should be 
weighed against the level of risk assumed with such investments.

Regulatory Requirements
BDCs designation as Registered Investment Companies (RICs) under the ’40 Act means they must meet specified requirements regarding 
their source of income and diversification of assets. RICs must derive a minimum of 90% of their income from capital gains, interest 
or dividends earned on investments. RICs also must distribute a minimum of 90% of net investment income in the form of interest, 
dividends, or capital gains to their shareholders.

All BDCs must also meet the below requirements:

• Must have majority-independent board of directors

• Must value assets at least quarterly

• Must file periodic reports with the SEC (e.g., Forms 10-K, 10-Q and 8-K and proxy statements)

• Must appoint a chief compliance officer (who reports to the board) and maintain compliance procedures designed to prevent 
violations of federal securities laws

• Must maintain a fidelity bond to insure the BDC against larceny and embezzlement.

Risks
As with any investment, there are certain risks associated with business development companies (BDCs) as well as with the underlying 
assets they contain. Publicly traded BDCs have volatility risk exposure but offer liquidity while non-traded BDCs are considered illiquid 
which can offer illiquidity premiums. BDCs may contain equity or debt investments but are usually associated with the latter such as 
high-yield bonds or levered loans. Credit risk is the risk of nonpayment of scheduled interest or principal payments on a debt investment. 
Should a borrower fail to make a payment, or default, this may affect the overall return to the lender. Although costs can vary from one 
BDC to the next, they can involve substantial costs. We urge anyone considering this type of investment to review the corresponding 
product prospectus for this information regarding fees and expenses.

The information contained within is for educational and information purposes ONLY. It is not intended nor should be considered an invitation, inducement 
to buy or sell any security or a solicitation to buy or sell any security. The information is not designed to be taken as advice or a recommendation for 
any specific investment product, strategy, plan feature or other purpose in any jurisdiction, nor is it a commitment from us or any of our subsidiaries to 
participate in any of the transactions mentioned herein. This is also not intended to be a forecast of future events nor is this a guarantee of any future 
result. Both past performance and yields are not reliable indicators of current and future results. Information contained herein was obtained from third 
party sources we believe to be reliable; however this is not to be construed as a guarantee to their accuracy or completeness. Observations and views 
contained in this report may change at any time without notice and with no obligation to update.

All investments carry a certain degree of risk, including possible loss of principal and there is no assurance that an investment will provide positive 
performance over any period of time. There are specific risks associated with investing in various types of financial assets and in different countries. The 
information contained within should not be a person’s sole basis for making an investment decision. One should consult a financial professional before 
making any investment decision. Investors should ensure that they obtain all available relevant information before making any investment. Financial 
professionals should consider the suitability of the manger, strategy and program for their clients on an initial and ongoing basis.
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To learn more about Business Development Companies, please contact your financial professional.


